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American Institute of Accountants’
Examinations
[Following is the text of the examinations in auditing, law and accounting
presented by the board of examiners of the American Institute of Accountants,
May 16 and 17, 1935.]

BOARD OF EXAMINERS
Examination in Auditing
May 16, 1935, 9 a.m.

to

12:30 p.m.

The candidate must answer all the following questions:
No. 1 (5 points) :
(a) What is meant by “fixed” and “variable” overhead costs
in cost accounting for a manufacturer?
(b)
Give examples of each.
(c) How will increases and decreases in production affect the
variable and fixed overhead in the cost per unit?
(d)
Illustrate by example your answer to (c).
(e) Why should any distinction between fixed and variable
costs be recognized?

No. 2 (15 points):
A summarized balance-sheet, presented to you for examination,
is stated in the following terms:
Balance-sheet as at
Assets
Current assets................... $1,600,000
Prepaid expenses..............
50,000
Plant account less reserve
for depreciation......... 2,050,000

$3,700,000

December 31, 1933
Liabilities
Current liabilities............. $ 800,000
Contingency reserve........
100,000
Preferred stock 7 % Cum.
Common stock..................
Earned surplus: balance at
Dec. 31, 1932 . $450,000
Net income 1933 150,000

700,000
1,500,000

600,000
$3,700,000

According to the terms of the preferred-stock issue a sum of
$50,000 is set aside annually “out of surplus” for the retirement
of preferred stock, the instalment for each year to be deposited on
March 1st of the succeeding year. At December 31, 1933, pre
ferred stock of a par value of $300,000 had been retired through
411
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the sinking fund by purchases at par during the six years in which
the fund had been in operation.
The contingency reserve was charged during the year with
certain exceptionally large credit losses amounting to $100,000.
When the contingency reserve of $200,000 was created by the
board of directors out of surplus in 1931, it was felt that certain
customers were receiving unduly long terms of credit, but it was
the belief that they would eventually pay their bills. By 1933
balances to the amount of $100,000 were found to be irrecoverable,
and they were written off against the contingency reserve, as stated.
Assuming that the current assets, the liabilities and the plant
account have been satisfactorily verified, and that you have re
viewed the operations of the company for 1933
(a) Submit your criticisms of the balance-sheet and discuss any
points on which you may desire to take issue; and
(b) If you consider changes necessary, redraft the balancesheet and present a summary of the surplus account, show
ing the sources of increase in 1933 and the proper distribu
tion of the balance at December 31, 1933.
No. 3 (10 points):
While auditing an investment bank you learn that the president
and treasurer hold similar positions in a savings bank in the same
city and have unrestricted access to the securities of both banks.
(a) What would this situation suggest to you?
(b) How would you deal with it?
No. 4 (6 points):
You are making a balance-sheet audit of a concern whose
business is importing and exporting. You find it has been the
custom to charge to an account entitled “Freight and charges
prepaid ” all expenditures of that class on both incoming and out
going shipments. At the close of each fiscal period the balance
remaining in this account is written off as an operating expense.
A survey of the account for the past five years reveals the fol
lowing facts:
Year
1930................
1931................
1932................
1933................
1934................

..........
..........
..........
..........
..........

Debits
$345,750
298,500
253,000
258,750
268,500
412

Credits
$342,000
294,700
245,500
242,000
242,500

Write-offs
$ 3,750
3,800
7,500
16,750
26,000
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All charges are audited and approved by an “auditor,” a clerk
with a long record of trustworthy service, who neither handles
cash nor draws cheques nor signs them.
(a) Discuss this procedure as it relates to the balance-sheet and
earnings statement of the periods.
(b) In the circumstances would you consider it necessary or not
to bring the matter to the attention of your client? Give your
reasons.

No. 5 (15 points):
You are to certify the balance-sheet and income statement of
the X Holding Company on a non-consolidated basis. In the
course of the audit you find that its income account includes divi
dends from two wholly owned subsidiary companies which you do
not audit. Concerning the latter you learn the following facts:
That subsidiary A had a net loss for the year but has had suffi
cient earned surplus since date of acquisition to cover the loss and
the dividend paid; and
That subsidiary B had sufficient earned surplus at the date of
acquisition to cover the dividend paid, but has suffered an earnedsurplus deficit since, as well as a net loss for the year.
State in what manner, if at all, you will adjust the X Holding
Company’s balance-sheet or income statement, or how you will dis
close the information you have obtained. Give your reasons in full.
No. 6 (9 points):
Auditing the books of the A Corporation in behalf of the X
National Bank for credit purposes you find a substantial debit
balance in an account entitled “Cash-surrender values.” You
learn that it appertains to policies in favor of the A Corporation
on the lives of the principal officers.
(a) What steps will you take to verify this account?
(b) What information on this point will you give to the bank in
your report?
(c) What, in particular, is it important for the bank to know?
Why is it important?

No. 7 (5 points):
You have audited the accounts and certified the balance-sheet
and earnings statement of the X Corporation for the year 1933.
In 1934 the president of the corporation, knowing that you are
suffering from lack of employment, offers you the privilege of
413
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selling a block of its stock on a commission basis. As a profes
sional accountant will you accept the offer? Give your reasons.

No. 8 (10 points):
Corporation A, a trading company, owns all the stock of Corpo
ration B, a real-estate holding company. Corporation B owns the
real estate occupied by Corporation A for business purposes, sub
ject to a mortgage which is owned by Corporation A. For the
year ended Dec. 31, 1934, Corporation A pays rent of $4,000 to
Corporation B, and receives from it interest of $6,000 on the mort
gage and a dividend of $2,000 (from prior earned surplus) on the
stock owned. Corporation B has a current net loss for the year
of $4,000.
(a) State how you will report these facts for the income taxes of
both corporations, and what the tax liability will be.
(b) If the same conditions had existed in 1933, what would the
tax liability have been for that year?
No. 9 (15 points):
(1) What is “accounting control” as distinct from mere
“ledger control”?
(2)
State briefly how it may be applied in relation to:
(a) Plant and equipment
(b) Inventory
(c) Liabilities
(d) Income and expenses
(3) Is it always desirable? What could take its place in a
control of a varied stock of supplies or retail merchandise?

No. 10 (10 points):
The A Corporation issued a million dollars face value of its own
bonds at par in 1928. The terms of the bonds require the pur
chase of not less than 10% per annum of these bonds, which are to
be deposited with a trustee and stamped “Held for sinking fund
and not transferable.” During 1934 the corporation purchased
in the open market $100,000 par value of the bonds as follows:
$40,000 @ 98
$20,000 @ 120
30,000 @ 100
10,000 @ 130
and deposited them with the trustee.
State whether or not and to what extent, if at all, the difference
between the issuing price and the purchase prices of the aggregate
transactions should be reported in the corporation’s federal
income-tax return for 1934.
414
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Examination in Accounting Theory and Practice
PART I

May 16, 1935, 1:30

p.m. to

6:30 p.m.

Solve problem 1 or 2 and all other problems.

No. 1 (30 points):
The U. S. A. Company, a domestic corporation, purchased on
January 1, 1931, a 90% interest in the capital stock of X Company,
Limited, an English corporation, for the sum of $550,000. The
U. S. A. Company acquired a further 5% interest in X Company,
Limited, on June 30, 1932, for $25,000.
The following is a summary of the position of X Company,
Limited, as shown by the reports of the local auditors:

Current assets.............
Current liabilities:
To U. S. A. Company
(due in dollars).. .
To others (due in
sterling)................

1931
1932
1933
January 1 December 31 December 31 December 31
£100,000
£110,000
£115,000
£125,000
4,000
($20,000)

6,250
($25,000)

6,000
($21,000)

4,000
($20,000)

£ 36,000

£ 58,750

£ 69,000

£ 61,000

£ 40,000

£ 65,000

£ 75,000

£ 65,000

Net current position....................

£ 60,000

£ 45,000

£ 40,000

£ 60,000

Fixed assets—less reserves........................
Funded debt................

£ 75,000
20,000

£ 70,000
20,000

£ 65,000
20,000

£ 65,000
20,000

Net fixed position.

£ 55,000

£ 50,000

£ 45,000

£ 45,000

Total equity........

£115,000

£ 95,000

£ 85,000

£105,000

Capital stock...............

£100,000

£100,000

£100,000

£100,000

£ 15,000

£ 15,000
15,000

£

£ 15,000
20,000

Earned surplus
:
*
Balance, January 1st
Profit or loss for year
Dividend paid June
30th.......................

Total capital and
surplus..............

5,000
10,000

5,000

£ 15,000

£

5,000

£ 15,000

£

£115,000

£ 95,000

£ 85,000

£105,000

* Italics indicate red figures.
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Note:
Earned surplus, June
30, 1932............
Exchange rates on
balance-sheet dates
Do. on June 30th

£ 10,000

4

5

5

3.50
4

5

Prepare:
1. A columnar statement whereon the U. S. A. Company’s
entries to its investment and surplus accounts are shown.
Give full explanations on the statement.
2. A statement of revenue surplus showing the ultimate profit
or loss on exchange with proper explanation of how it came
about.
3. State briefly in what manner the exchange risks could have
been averted.
No. 2 (30 points):
From the following municipal trial balance at the close of a
fiscal year but before closing the books, prepare a balance-sheet,
properly subdivided into funds, after giving effect to necessary
entries of the general fund and the sinking fund as of the close of
the year and to settlements of all inter-fund balances other than
permanent advances:
Dr.
Accounts receivable general fund..................... $
3,321.74
Appropriation balances (unencumbered), gen
eral fund.......................................................
Assessments receivable.......................................
72,621.70
Bond fund cash...................................................
2,005.60
Bond fund balance (unencumbered)................
Bonds payable, general capital account..........
Bonds authorized and unissued........................
8,000.00
Contracts payable, bond fund..........................
Due stores fund from bond fund......................
Due stores fund from general fund..................
Due stores fund from other funds....................
2,821.56
Estimated revenues............................................
1,500.00
Fixed property....................................................
897,640.00
Fixed property (income-producing, trust fund)
62,000.00
General fund cash...............................................
1,842.10
Income account, sinking fund..........................
Interest account, special assessments..............
620.00
Loan from general to stores and service fund.
25,000.00
Public benefit receivable (assessment fund) ..
6,400.00

416
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$

1,117.09

678.00
250,000.00
4,700.00
1,227.60
1,593.96

1,960.00
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Reserve for encumbrances, general fund........
Reserve for working capital...................... ..
Reserve for retirement of bonds.......................
Reserve for uncollectible taxes.........................
Sinking fund cash................................................
Sinking fund investments..................................
Sinking fund requirements................................
Sinking fund surplus..........................................
Special assessment bonds...................................
Special assessment fund cash............................
Stores and service fund working capital (loan
from general fund)......................................
Stores and service fund cash.............................
Stores inventory..................................................
Surplus receipts, general fund...........................
Surplus, special assessment fund......................
Surplus invested in fixed assets........................
Taxes receivable, general fund..........................
Temporary loans, general fund.........................
Trust funds balance............................................
Trust fund cash...................................................
Trust fund investments.....................................
Vouchers payable, bond fund...........................
Vouchers payable, general fund........................
Work in process, stores and service fund........

$

Cr.
$ 2,827.10
25,000.00
160,000.00
2,875.00

1,450.00
160,000.00
1,000.00

490.00
80,000.00

1,872.65
25,000.00
1,408.22
15,942.80
896.00
1,514.35
647,640.00

6,972.61
3,000.00
96,320.00
6,820.00
27,500.00
3,400.00
1,327.30

4,827.42

$1,311,566.40 $1,311,566.40

No. 3 (20 points):
The December 31, 1934, trial balance of the Longwear Shoe
Company before closing is as follows:
Petty cash........................................................................
The First National Bank...............................................
Chicago store cash..........................................................
Accounts receivable........................................................
Reserve for sales discount.............................................
Reserve for bad debts.....................................................
Finished goods inventory...............................................
Materials and supplies...................................................
Office supplies inventory................................................
Chicago store inventory.................................................
Prepaid insurance............................................................
Land..................................................................................
Buildings...........................................................................
Reserve for depreciation—buildings.............................
Machinery.............................................
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Dr.
Cr.
500
56,400
775
113,408 $
1,260
4,800
15,000
145,250
271,800
1,600
11,700
2,800
5,000
156,000
92,000
34,500
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Reserve for depreciation—machinery..........................
Chicago store fixtures.....................................................
Reserve for dep’n.—Chicago store fixtures.................
Goodwill...........................................................................
Accounts payable............................................................
Reserve for discount on inventory...............................
Reserve for discount on accounts payable..................
Accrued payroll...............................................................
Reserve for taxes.............................................................
Capital stock....................................................................
Surplus..............................................................................
Sales..................................................................................
Purchase discount...........................................................
Interest received..............................................................
Sales discount..................................................................
Officers’ salaries...............................................................
Office salaries...................................................................
Reserve for bad debts.....................................................
Office expenses.................................................................
Taxes.................................................................................
Advertising.......................................................................
Salesmen’s salaries..........................................................
Salesmen's expenses........................................................
Depreciation.....................................................................
Taxes on building and machinery................................
Heat, light and power....................................................
Labor—foremen..............................................................
Labor—factory................................................................
Lasts, dies and patterns.................................................
Machinery rentals and royalty.....................................
Repairs—factory.............................................................
Freight and cartage........................................................
Sales—Chicago store.......................................................
Cost of sales—Chicago store.........................................
Depreciation of fixtures—Chicago...............................
Salaries—Chicago...........................................................
Miscellaneous expenses—Chicago................................
Rent—Chicago................................................................

$
$

Cr.
26,000

4,400
3,700
100,000
355

37,500
4,050

1,750

4,000
5,600
200,000
45,398
877,600
13,000
500

24,800
20,000
20,500
7,700
8,500
10,000
17,500
13,400
27,200
6,570
4,000
4,200
17,500
212,700
8,200
16,000
4,500
1,200
16,080

9,040
440
2,400
300
3,600

$1,346,488 $1,346,488

The average discount allowed on sales is 2%.
The average discount on purchases is 1%.
The actual inventories are as follows:
Materials and supplies...........................
Finished goods.........................................
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Office supplies..........................................
Chicago store...........................................

Dec. 31, ’33 Dec. 31, ’34
$ 1,600
$ 1,780
12,200
12,618

The discount taken in January on December 31, 1934, balances
of accounts payable was $750.
Depreciation has been adjusted monthly on the company’s
books and is correctly stated.
Prepare balance-sheet and profit-and-loss account for the year
—the latter to show loss or gain from operations of the store
separately. Do not adjust taxes or surplus and disregard cents.

No. 4 (15 points):
You are engaged to audit the books and accounts of a beetsugar refining company for the fiscal year ended March 31, 1934.
All the sugar refined during the year ended on that date was
manufactured from beets purchased from growers under partici
pating contracts whereby the growers receive 50 per cent of the
average net proceeds from the sale of all the sugar. The con
tracts run from October 1, 1933, to September 30, 1934, and pro
vide for final settlement with growers at the latter date. They
specify that, if all the sugar manufactured from beets furnished
under the contract is not sold prior to September 30, 1934, the
settlement for the unsold portion shall be made on the basis of the
prevailing market price on that date less estimated cost of selling.
The company purchased 750,000 tons of beets under contracts
with growers during the fiscal year under audit and the average
sugar content of the beets was 18 per cent with a per cent ex
traction of 81.5. At the close of the fiscal year you find the com
pany has sold 1,500,000 hundred-pound bags of sugar manufac
tured from the beets purchased during the fiscal year and that the
average net return per bag for the sugar sold was $3.75.
On March 31, 1934, the company has paid the growers a total
of $5.00 a ton for all the beets purchased. This was considered a
minimum base price which would not be reduced, regardless of the
amount of net returns. Only the actual payments to growers
have been included in the computation of manufacturing costs
and no liability to growers appears on the books.
At the time of your audit, which takes place five months after
the close of the fiscal year, the market price of sugar has risen and
a substantial portion of the sugar remaining on hand at the close
of the fiscal year has been sold. Based on the result of these sales
419
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and the condition of the market the company officers estimate
that the sugar on hand at March 31, 1934, will yield an average
net return of $3.90 per bag.
1. Determine the liability to growers, if any, as it will appear on
the audited balance-sheet of the company as at March 31,
1934, and show your method of computation.
2. What note would you attach to the balance-sheet explaining
the liability?
3. What change would you recommend to overcome the un
certainty involved in estimating the liability at the close of
the fiscal year?

No. 5 (10 points):
On January 1, 1934, Corporation X had an authorized and
issued capital stock of 100,000 shares without par value. Of the
amount of $50 a share received from the sale of such stock the
directors, under the provisions of the company’s charter, had as
signed $20 a share as the stated value and $30 a share as paid-in
surplus. Under the laws of the state in which the company is
incorporated the board of directors may apply part or all of the
paid-in surplus to the reduction or extinction of any operating
deficit or to the payment of dividends. On December 31, 1934,
the company had an operating deficit of $2,000,000 and had in its
treasury 40,000 shares of its capital stock which it had acquired
by the payment of $24 a share in cash.
Disregarding any question as to the legality of the transactions
which have been described, prepare a statement of stockholders
*
equity at December 31, 1934,
(a) on the basis of the given data.
(b) assuming that the company had an earned surplus of
$250,000 instead of an operating deficit of $2,000,000.
State briefly the reasons for the procedure you adopt.
No. 6 (10 points):
The following is a statement of the assets and liabilities of the
co-partnership of Deed and Seal as at January 1, 1930:
Assets
Cash............................................................................
Investment in bonds.................................................
Accounts receivable..................................................
Inventory...................................................................
Fixed assets (less depreciation, $2,973.06)...........

420
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28,135.76
31,346.21
44,281.95
27,654.73
$141,698.10
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Liabilities
Accounts payable......................................................
Capital:
Deed........................................................................
Seal..........................................................................

$ 37,602.19
73,605.74
30,490.17
$141,698.10

The partnership was dissolved on June 30, 1930. Seal then
withdrew and was paid out of the partnership funds his capital, as
shown in the statement at January 1, 1930, less withdrawals, to
gether with $8,000 in lieu of his share of profits for the year up to
that date. Deed continued the business but on July 1, 1930, was
joined in co-partnership by Escrowe who purchased from Deed a
one-quarter interest in the partnership for $25,000, the profits
thereafter to be divided in the proportions of two thirds to Deed
(his share in the former partnership) and one third to Escrowe.
The books of the old firm, kept by single entry, were not closed
when Seal withdrew but were continued by Deed and Escrowe
and at December 31, 1930, the following statement was prepared:
Assets
Cash............................................................................
Investment in bonds.................................................
Accounts receivable..................................................
Inventory....................................................................
Fixed assets (less depreciation, $4,753.69)...........

$ 17,963.28
15,178.33
36,524.29
57,183.46
43,465.37
$170,314.73

Liabilities
Accounts payable......................................................
Capital........................................................................

$ 47,982.17
122,332.56

$170,314.73

Deed withdrew $1,000 a month; Seal had drawn $500 a month,
and Escrowe withdrew $500 a month. Particulars of the invest
ment in bonds, as shown in the above statements, are as follows:
Cost of $25,000 6% bonds of OK and G Company, interest pay
able semi-annually, January 1st and July 1st........................ $28,135.76
Less:
Proceeds of $12,500 bonds sold June 30, 1930...........................
12,957.43

$15,178.33
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It has been agreed by the parties at interest that the income for
the year 1930 is to be apportioned as follows: two fifths (^) for
the half year to June 30th and three fifths (^) for the second
half year, with the understanding that the loss from the sale of
the bonds is a charge against the income of the first half of the
year.
Prepare a statement of the three partners’-capital accounts and
show how you determine the profits.

No. 7 (10 points):
The Dimenslot Company maintains a branch office in a distant
city where the only financial transactions authorized are the
collection and deposit in bank of receipts from automatic vending
machines, the payment of branch payrolls and expenses and the
remittance to the factory of funds in excess of branch require
ments. Monthly reports of cash receipts and disbursements are
sent to the factory.
In conducting an audit of the factory for a fiscal year ended
June 30th, the auditor forwarded the twelve monthly cash reports
to his representative in the city where the branch was located,
with the request that they be compared with the records main
tained at the branch and that such records be audited. In due
course he received a report from his representative stating that
the monthly reports were in agreement with the books and that
the balance in bank at the end of the year had been verified
directly with the depository. The representative also stated that
the deposits as shown by the bank statements and the cheques
issued by the branch exceeded, respectively, the receipts and dis
bursements shown by the books. Such excess, he stated, con
sisted of contra items, and he included, without further comment,
the following summary of disbursements not appearing on the
monthly reports and the branch books.
(2)
Cheques
(3)
(1)
Bank loans,
returned,
Cheques
subsequently subsequently
to
renewed
redeposited employees
July.............................
$ 4,600.00
$ 20.45
$ 58.24
August........................
200.00
400.00
September..................
15.00
October.......................
4,600.00
37.25
November..................
5.00

422
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purchases

$

271.80
707.84
750.00
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December........... ....
January..............
February............
March.................
April....................
May....................
June....................

$3,000.00

$ 60.00

223.40
300.00
620.00
200.00

$ 156.00

335.55

203.35

$2,142.19

$2,088.99

$

23.50

$12,200.00

$356.20

What do you understand from each of the four numbered
columns?
What would be the contra items for each of these classifications?
If you were the auditor, what objections would you have to the
report made by the representative?
How would you dispose of this matter so far as your client is
concerned ?
No. 8 (5 points):
The City of Noware owns and operates the electric light plant
serving the city. Bonds maturing in 20 years were issued to
acquire the plant and, in terms of the issue, a sinking fund must be
established by equal annual cash instalments to provide for the
retirement of the bonds at maturity. Adequate depreciation is
provided out of the revenue but it is alleged that, inasmuch as the
taxes to be levied must include the annual sinking-fund payments,
the amount thereof should be charged against the operations of
the utility. If this is not done, it is argued, the earnings of the
utility will be overstated by the amount of the sinking-fund
contributions.
1. What is your opinion? Give reasons.
2. What should be done in case the trust deed under which the
bonds were issued explicitly states that the sinking fund is to
be charged against the operations of the utility?
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Examination in Commercial Law
May 17, 1935, 9 a.m. to 12:30 p.m.

Reasons must be stated for each answer. Whenever practicable,
give the answer first and then state reasons. Answers will be graded
according to the applicant's evident knowledge of the legal principles
involved in the question rather than on his conclusions.
Group I
Answer all questions in this group.

No. 1 (10 points):
Plaintiff made a written contract with defendant, a newspaper,
whereby plaintiff agreed to become a passenger on an airship from
a foreign country to the United States and during said passage to
send radio messages to friends in reply to messages sent to plaintiff
by said friends. Plaintiff’s radio messages were to be reports of
the flight which defendant was to publish and for which defendant
agreed to pay plaintiff $5,000. Both plaintiff and defendant
knew that plaintiff had agreed with the airship company as a
condition of his being carried as a passenger that he would send
no radio reports of the passage and both plaintiff and defendant
knew that a third person had the exclusive news rights. Plaintiff
fully performed his part of the contract. Can he compel de
fendant to pay him the $5,000?

No. 2 (10 points):
(a) In a transaction in which an owner of real property mort
gages it upon obtaining a loan, describe all of the rights which the
mortgagee acquires.
(b) What remedies does the mortgagee have for the enforce
ment of his rights?
(c)
Define and explain equity of redemption.
No. 3 (10 points):
The maker of a valid promissory note legally procured de
fendant’s endorsement prior to delivery of the note to the payee.,
Prior to maturity, the payee orally agreed with defendant and
with the maker to release defendant as endorser and in con
sideration therefor defendant turned over certain valuable prop
424
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erty to the payee. There was no written renunciation by the
payee of his rights against defendant as endorser and the note was
neither surrendered nor in any way marked or altered. Was
defendant released as endorser so far as the payee is concerned?
No. 4 (10 points):
One joint adventurer began an action at law against his co
adventurer for money damages for alleged preventable losses
sustained in the joint venture. Many items of debit and credit
were in dispute between them. Was the action properly brought?
If not, what remedy should the plaintiff have sought?

No. 5 (10 points):
Describe and explain the following terms so as to differentiate
them:
(a) Agent.
(b) Servant.
(c) Employee.
(d) Independent contractor.
(e) Broker.
Group II
Answer any five questions in this group. No credit will be given
for additional answers, and if more are submitted only the first five
will be considered.

No. 6 (10 points):
Edward Engle and several other members of a club had en
dorsed a note made by the club. The club failed to pay the note
and the payee procured from the president of the club a list of
names and addresses of endorsers. This list was typewritten on
club stationery which showed Engle’s name as secretary and his
address. The payee attempted to verify the addresses by exam
ining the current telephone directory in which he found an Edward
Engle at an address different from the one on the club stationery.
Within the legally proper time the payee sent a notice in legally
proper form to Edward Engle by registered mail at his address as
stated on the club stationery. Two days later the post office re
turned this notice with a notation “Moved, left no address.”
Was the payee’s notification of Engle sufficient to hold Engle as
endorser?
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No. 7 (10 points):
(a) Can a partnership be created in any way other than by
express contract? If so, give an example.
(b) List (but do not discuss) the various causes for dissolution
of a partnership otherwise than in accordance with provisions of
the contract or articles of partnership.
No. 8 (10 points):
At a conference in the office of the Simpson Corporation, a duly
authorized representative of the Tompkins Corporation arranged
orally with a duly authorized representative of the Simpson Cor
poration for the Tompkins Corporation to sell to the Simpson
Corporation merchandise of the value of $1,000. The representa
tives then prepared a memorandum of this sale on a Simpson form
used by that corporation in selling merchandise to its customers,
because the Tompkins representative had with him no order
blanks of his own. At the top of the form the Simpson Corpora
tion’s name and address were printed. The name of the Tomp
kins Corporation was written on a blank line following the words
“Sold to,” and that corporation’s address was written following
the word “Address.” These items and a description of the mer
chandise sold and the terms of the sale were written on the form
by the Tompkins representative. Did the name of the Tompkins
Corporation thus written constitute its signature under the
statute of frauds?
No. 9 (10 points):
How can a director of a corporation protect himself from possi
ble liability when a majority of the board adopts a resolution
which he believes to be wrong (a) when he is present at the meet
ing, and (b) when he is absent from the meeting?
No. 10 (10 points):
What is cumulative voting? For what purpose is it employed?
How does it accomplish its purpose?

No. 11 (10 points):
(a) Who may become a voluntary bankrupt?
(b) Who may be adjudged an involuntary bankrupt?
(c) Name at least four acts of bankruptcy.
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No. 12 (10 points):
(a) In an ordinary bailment, what are the duties of a bailee for
hire with respect to the custody and care of the bailor’s property?
(b) Does a bank which holds corporate stocks pledged on a
collateral loan have the same duties as a bailee for hire? If not,
what are the differences?
(c) List the most important provisions of a bill of lading which
is negotiable.

Examination in Accounting Theory and Practice
PART II

May 17, 1935, 1:30 p.m.

to

6:30 p.m.

Solve all problems.
No. 1 (25 points):
On December 31, 1933, a line of freighters—8 vessels of 6,000
tons, each costing $640,000 to build, or together $5,120,000, has
outstanding $3,500,000 of capital stock, on which 11% was earned
in 1933, after providing 5% for depreciation. It is assumed that
thereafter each vessel will have the same gross earning capacity as
in 1933, until it becomes obsolete after 20 years’ regular operation.
The vessels will not be replaced but will be sold at junk value at
that time. No surplus or excess cash is allowed to accumulate,
all funds in excess of requirements being distributed to the share
holders.
As the vessels grow older, the annual repair and maintenance
costs increase as follows:
Up to 5 years old 1% of original cost
“ “ 10
“
“ 2% “
“ “ 15
“
“ 3% “
"
“ “ 20
“
“ 4% “
On December 31, 1933, the eight vessels owned are:
4- 3 years old
2-10 “
“
2-12 “
“
The line is offered on that date three similar vessels, respec
tively 8, 14 and 16 years old, for $880,000, payable in 6% bonds
that fall due serially on December 31st of each succeeding year
to the amount of the depreciation accrued in that year on the
three vessels.
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1. Prepare a statement showing the financial advantage or
disadvantage of the purchase for each year in which any of the
three vessels are operated.
2. What would be the advantage or disadvantage to the origi
nal shareholders (not to the company) in financing the purchase
by the issue of common stock at par value?

No. 2 (20 points):
G and H are domestic companies whose audited balance-sheets
of December 31, 1934, are as follows:
Assets

G

Cash.......................................................................................
Accounts receivable—good and collectible..................
Marketable securities
Owned by Company G (market value $10,000)........
Owned by Company H (market value $27,000)........
Investment in Company K (wholly owned) represented
by 5,000 shares—at cost (market value $1,000,000).
Investment in H—book value (120 shares)....................
Investment in G—book value (800 shares)....................

$ 15,000
14,000

H

$ 2,500
19,000

18,000

27,000

500,000
1,200
80,000

$548,200

$128,500

Liabilities

Accounts payable................................................................
Capital:
6,000 shares, par value $100 ........................................
10,000 shares, par value $10..........................................
Surplus..................................................................................
Deficit (italics indicate red figure).................................

$ 15,000

600,000
$100,000
28,500
66,800

$548,200

$128,500

Under a plan of reorganization the companies G and H are to
be merged at December 31, 1934, to form a company J with an
authorized capital of $2,000,000 representing 20,000 shares of
$100 each. All shareholders agree to the merger except X who
owns 100 shares of G and 2,000 shares of H. However, X will
accept for his interest in the two companies an equivalent amount
of company K shares at their market value. He will receive cash
for any fractional part of a company K share.
The other shareholders will receive company J shares at their
par of $100 each. They will pay or receive cash in lieu of frac
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tional J shares and it is intended to pay out the smallest amount of
cash to each of the two groups of company G and H shareholders.
1. How many shares of company K and how much cash are
distributable to X?
2. How many shares of company J and how much cash are
distributable to each of the two groups of shareholders G
and H?
3. Prepare the opening balance-sheet of company J.
No. 3 (15 points):
State whether you agree with the following propositions and
give the reasons for your opinion:
1. The accountant is and should be responsible for a correct
valuation of inventories of materials, merchandise and
supplies.
2. The accounts of all companies in which more than 51% of
the voting stock is owned or controlled by the parent com
pany should be included in a consolidation.
3. Any accounting principles which are prescribed by the
United States Bureau of Internal Revenue for the prepara
tion of income-tax returns should be followed in the books of
the company and in any statements prepared therefrom.

No. 4 (15 points):
The Eastern Company, the Southern Company, and the West
ern Company are consolidated by the following method:
1. A new corporation, the Northern Company, is formed.
2. The Northern Company takes over all the assets and as
sumes all the liabilities of the three consolidating companies,
paying for them as follows:
To the preferred stockholders of the old companies, firstmortgage bonds of the new company at par. The total
authorized bond issue is $400,000.
To the holders of common stock:
In the Eastern Company—30 shares of new stock for each
share of old stock.
In the Southern Company—10 shares of new stock for
each share of old stock.
In the Western Company—20 shares of new stock for each
share of old stock.
3. The new company (the Northern Company) is capitalized at
$1,000,000. (100,000 shares of a par value of $10 each.)
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4. All properties are to be taken over at their book values.
5. The old companies are to be dissolved.
On the date of consolidation the balance-sheets of the three com
bining companies were as follows:
Assets
Land................................................................
Buildings.........................................................
Machinery and equipment...........................
Inventories.....................................................
Notes receivable............................................
Accounts receivable......................................
Cash.................................................................
Prepaid insurance, etc...................................

Eastern
Southern Western
Company Company Company
$ 600,000 $ 30,000 $ 20,000
20,000
100,000
25,000
125,000
250,000
10,000
100,000
20,000
75,000
10,000
325,000
160,000
165,000
35,000
15,000
30,500
1,500
500
2,500

$1,153,000

$716,500

$250,500

300,000
200,000
50,000
69,000
5,000
20,000

$ 50,000
300,000
50,000
158,500
3,000
10,000

$ 50,000
50,000

4,000
30,000
475,000

20,000
45,000
80,000

5,000
2,000
70,000

$1,153,000

$716,500

$250,500

Liabilities and Net Worth
Preferred stock—par $100...........................
Common stock—par $100............................
Notes payable................................................
Accounts payable..........................................
Accrued taxes.................................................
Unpaid wages.................................................
Reserve for depreciation:
Building......................................................
Machinery and equipment......................
Surplus............................................................

70,500
1,000
2,000

The Western Company owed the Southern Company $24,000
on open account.
The $10,000 notes receivable of the Eastern Company represent
notes of the Southern Company.
Prepare the balance-sheet of the Northern Company after the
consolidation has been effected.
No. 5 (10 points):
You have been asked to make an examination of the accounts
of a National Bank as at the close of its fiscal year and render a
report to its board of directors.
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A statement of the bank’s earnings and expenses as published
is as follows:
Earnings
Discount earned............................................................. $1,000,000
Interest on investments................................................
1,750,000
Profit from sales of securities after considering a
previous charge-off in the value of such securities
to reserve for contingencies of $150,000............
50,000
$2,800,000

Expenses
Expenses..........................................................................
Interest on time accounts............................................
Taxes (federal and state).............................................
Uncollectible loans........................................................
Reserve for contingencies.............................................

$1,200,000
500,000
250,000
50,000
500,000
$2,500,000

Net earnings...................................................................

$ 300,000

In addition, you find that there has been (1) an appropriation
or transfer of $2,000,000 from undivided profits to reserve for
contingencies, (2) a write-down of $1,000,000 in the value of
securities charged against that reserve and (3) a further charge of
$1,000,000 against the reserve to cover actual loans considered
worthless during the year.
In preparing your report what would you state to be the year’s
net earnings or loss which you would certify? Prepare a summary
of the earnings statement.

No. 6 (10 points):
The Idaho Company has outstanding on January 1,1933, 1,500
shares of common stock, par value $100, owned as follows:
James Owen...........................................
Arthur Black..........................................
Fred Jensen............................................
Thomas Carlyle.....................................

600 shares
200 “
300 “
400 “

The surplus and reserves on the above date were: Surplus,
$50,000 and reserve for bond sinking fund, $25,000.
During the year the company declared and paid a 4% dividend
in June and declared a 4% dividend on December 20, 1933, pay
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able January 10, 1934. The profits were $20,000, after deprecia
tion, and $6,000 was charged to surplus as an addition to the
sinking-fund reserve.
On January 1, 1934, the company purchased one half of Car
lyle’s stock at book value, and sold it on January 10th to Otto
Seltzer for $190 a share.
During 1934 the company declared and paid a dividend of 9%.
Its operating profits were $25,000 after depreciation. The ac
countant set up a reserve of $2,000 and the directors asked that the
following amounts be added to the reserves: $4,000 for possible
market declines in inventories, $10,000 for extension of plant and
$3,000 for sinking fund.
1. Prepare journal entries for the purchase and sale of the stock
in January, 1934.
2. Prepare a statement showing how the book values of the
stock on December 31, 1933 and 1934 should be calculated.

No. 7 (5 points):
Following is a summary of the endowment funds of the State
University:
Aggregate of the funds at July 1, 1933.........................
Increases: Sept. 1, 1933...................................................
Oct. 1, “ .....................................................
Jan. 1,1934....................................................
Mar. 1, “ .....................................................
May 1, “ .....................................................

$5,500,000
$ 15,000
50,000
85,000
100,000
25,000
275,000

Aggregate at June 30, 1934.............................................

$5,775,000

Included in the endowment funds is a fund for the Dowd Chair
of Chemistry, viz.:
Balance of fund
Increases: Oct.
Jan.
May

at July 1, 1933......................................
1, 1933...................................................
1, 1934....................................................
1, 1934...................................................

$

$

75,000

5,000
15,000
10,000

30,000
Aggregate at June 30, 1934.............................................
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The total income for the year ended June 30, 1934, earned from
the investment of all the funds, is $275,750.
Assuming that the securities in which the funds are invested are
pooled:
1. What is the average rate of income earned during the year
ended June 30, 1934?
2. What amount of the income must be applied toward the
expenses of the Dowd Chair of Chemistry?
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